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EDITORIAL DEPARTMENT NOTE 


In his article in this issue of the Bulletin, Mr. Bennett states that 
in his opinion the number 1 objective of internal auditing is “to aid 
in obtaining fairly stated and reliable reports of oa results 
and of conditions.” Never has the problem of obtaining 
stated and reliable reports” been more difficult than it is at present; 
in consequence, never has the value and importance of internal con- 
trol been greater than at present. During tais period of rapid chang- 
ing problems, short accounting staffs many demands on his time, 
the accounting executive must depend more than ever upon his in- 
ternal control system and his internal auditor to assure that account- 
ing reports are “fairly stated and reliable.” 

The author of this article, Clinton W. Bennett, is no newcomer 
to readers of the N.A.C.A. Bulletin; probably he has made more con- 
tributions to our publications than has other writer. Mr. Bennett 
is a Partner of the firm of Cooley & in of Boston, a C.P.A. 
of Massachusetts and New Hampshire, and a member of the American 
Society of Mechanical Engineers, the American Institute of Ac- 
countants, the Massachusetts Society of C.P.A.’s and N.A.C.A. He 
has been very active in the management of our Boston Chapter and 
is a Past President of that Chapter. ‘ 





Articles published in the Bulletin present many different viewpoints, 
In publishing them the Association is not sponsoring the views ex- 
P but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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INTERNAL CONTROL—PRINCIPLES, 
PRACTICAL ADAPTATIONS, CASES 


By Clinton W. Bennett, Partner, 
Cooley & Marvin, Boston, Mass. 


Foreword. 


ONE OF the most interesting phases of our calling, whether 
we are engaged in public or private work, springs from its 
failure to become exact. Argue as we may as to whether account- 
ancy is an art or a science, we all agree upon the impossibility of 
reducing it to exact dimensions. The booklet “Examination of 
Financial Statements” published by the American Institute of Ac- 
countants, (which should be thoroughly familiar to all accountants 
both public and private) provides a rather exhaustive procedure 
for conducting financial examinations, yet the inexperienced man 
could not perform a satisfactory engagement even though he fol- 
lowed this bulletin step by step. On the other hand, the thor- 
oughly experienced and competent auditor could and would per- 
form an excellent job without reference to this bulletin. Collec- 
tively, we necessarily codify broad principles but the success of 
our work depends entirely upon the degree of experience, training 
and professional understanding which we, as individuals, bring to 
it. And these basic principles apply whether we are performing an 
independent financial examination or making an internal audit. I 
think it is not unimportant to emphasize these facts in approaching 
the subject at hand. 


PRINCIPLES OF CONTROL 


May I say also that this article makes no pretense of outlining 
a complete internal control procedure. In order to do this and 
make it applicable to specific situations, more space would be re- 
quired than is available in an N.A.C.A. Bulletin. 

Instead, I have tried to present as briefly as possible, what ap- 
pears to be the trend of thinking in this important phase of our 
work, to outline some of the principles involved and suggest some 
time-tested procedures. Twelve cases are also included to show 
from practical experience the horrible results which flowed from 
failure to follow correct practice. 
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Importance of Internal Control 

The short form of independent certified public accountant’s re- 
port or opinion approved at the annual meeting of the American 
Institute of Accountants, September 19, 1939, and issued in the 
booklet “Extensions of Auditing Procedure,” contains this signi- 
ficant phrase—“We . . . . have reviewed the system of internal 
control . . . .” This short form of certificate appears to have 
been quite generally, perhaps almost universally, adopted by the 
members of the profession and probably every practicing account- 
ant has used it either in the exact language shown in this booklet 
or with various modifications or elaborations to fit the needs of 
certain specific instances. But, I venture to say that regardless 
of the manner in which one may have modified or elaborated the 
report, it contained the phrase—“We . . . . have reviewed the 
system of internal control . . . .” Prior to the issuance of this 
bulletin, “Extensions of Auditing Procedure,” the short form of 
report contained in the bulletin “Examination of Financial State- 
ments,” issued January 1936 by the American Institute of Ac- 
countants, had been widely accepted. In my opinion this original 
short form of report marked one of the greatest and most signi- 
ficant advances ever taken by the accounting profession in the 
United States. However, this original short form of report made 
no reference to the system of internal control, except perhaps by 
inference. In fact, the bulletin “Extensions of Auditing Proced- 
ure,” dated October 18, 1939, states—““The major changes recom- 
mended pertain to the description of the scope of the examination, 
specifically to include reference to the system of internal control.” 
And reference is made in numerous sections of this bulletin to the 
question of internal control. A reading of these two short forms 
of reports, together with the repeated emphasis on the importance 
of internal control in the bulletin, “Extensions of Auditing Pro- 
cedure,” could give the layman the impression that the profession 
had discovered something new and different and that the internal 
control phase emerged into importance as a result of the events 
of the past few years, particularly as a result of the numerous so- 
called investigations which were made of auditing and auditing 
procedure which flowed from the publicity which surrounded the 
so-called McKesson & Robbins case. That this is decidedly not 
the case is shown conclusively in subsequent paragraphs. 
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Official recognition is given to the question of internal control 






































re- by the S.E.C. Regulation S-X dated February 21, 1940 states, 
can “In certifying the financial statements, the accountants may give 
the due weight to the internal system of audit regularly maintained by 
mi- means of auditors employed on the registrant’s own staff.” Mr. 
nal William W. Werntz, Chief Accountant of the Securities and Ex- 
ive change Commission, had this to say on the subject of internal 
the check and control at the Annual Meeting of the American Insti- 
nt- tute of Accountants at San Francisco in September, 1939: “I 
let would like first to consider the importance to be attached to the 
of system of internal check and control * * * *. To justify reliance, 
ess it is implicit that the auditor thoroughly inspect the system ; first, 
the to see whether in principle it should produce reliable results ; sec- 
the ond, to see whether it is operating as it was set up to operate ; and 
his third, to see whether it is, in fact, producing accurate and reliable 
of results, this latter by tests of the records against themselves, 
te- against the documents which are the grist of the mill, and against 
\c- physical facts and independent sources. Only to the extent that 
1al these tests give positive results is the auditor justified in relying on 
ni- a sampling process as the basis for an informed opinion.” 

he Speaking at this same meeting of the American Institute of Ac- 
de countants at San Francisco, Mr. John Haskell, Vice President of 
by the New York Stock Exchange, said on behalf of the Exchange 
d- and the investor: “We expect the independent public accountant 
n- to make an audit study to satisfy himself of the adequacy and ef- 
mn, fectiveness of the company’s system of internal control.” 

iy And again at the same meeting, Mr. W. H. Thompson, Presi- 
he dent of the Anglo-California National Bank, said to the account- 
ns ants on behalf of the bankers: “* * * * tell us something about 
ce the company’s accounting procedure and the effectiveness of their 
0- internal control. Is it adequate? Is it sufficiently independent 
on from management domination so that it can reveal the true facts?” 
< Defining Internai Control 

0- Here we have emphasis on the subject of internal control from 
ig the accountants, the S.E.C., the investor and the banker. There- 
ne fore, before going further it might be profitable to consider just 


ot what internal control really is. 
The .booklet, “Examination of Financial Statements,” referred 
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to previously, contains the following exhaustive definition of in- 
ternal control : 


“The term ‘internal check and control’ is used to describe 
those measures and methods adopted within the organization 
itself to safeguard the cash and other assets of the company 
as well as to check the clerical accuracy of the bookkeeping. 
The safeguards will cover such matters as the handling of 
incoming mail and remittances, the proceeds of cash sales, 
the preparation and payment of payrolls and the disburse- 
ment of funds generally, and the receipt and shipment of 
goods. These safeguards will frequently take the form of 
a definite segregation of duties or the utilization of mechan- 
ical devices. For example, the cashier will have no part in 
the entering of customers’ accounts or the preparation of 
their statements, and neither he nor the ledger keeper will 
have authority to issue or approve credits to customers; the 
clerk recording the labor time and preparing the payroll will 
not be permitted to handle the funds; approval and entry 
of vouchers will be made by others than the disbursing of- 
ficer; and stock records and inventory control will be kept 
independent of both the shipping and receiving departments. 
The extent to which these and other measures are practicable 
will naturally vary with the size of the organization and the 


personnel employed.” 


At this point, let it be emphasized and strongly, that consider- 
ation of the internal control is no new thing to the independent 
auditor, although it may be to the business community and the 
public generally. Since auditing began, auditors have given due 
weight to the effectiveness of the internal control in developing 
every audit program. In the 1916 edition of his authoritative book 
Auditing Theory and Practice, Colonel Robert H. Montgomery 
said on this subject, “Reference has several times been made to 
the fact that the question of whether a detailed audit should be 
made, or whether a balance sheet audit will accomplish the desired 
end, depends to a considerable extent upon the existence or lack 
of a satisfactory system of internal check.” Colonel Montgomery 
then proceeds to give one of the best brief descriptions of a sys- 
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tem of internal check that has been made. He says, “Such a sys- 
tem consists in the accounting records, methods, and details gen- 
erally of an establishment being so laid out that no part of the ac- 
counts will be under the absolute and independent control of 
any one person; that, on the contrary, the work of one employee 
will be complementary to that of another; and that a continuous 
audit will be made of the details of the business.” That was con- 
tained in his book published in 1916 and may have been contained 
in his earlier edition which is not in my possession. 

Previously I said that the short form of report contained in 
the booklet “Examination of Financial Statements” made no di- 
rect reference to internal control. However, a reading of this 
bulletin makes it apparent that investigation of the internal con- 
trol has always been such an important part of every audit that 
a statement to that effect would be superfluous, for it says, “An 
important factor to be considered by an accountant in formulating 
his program is the nature and extent of the internal check and 
control in the organization under examination.” 

This bulletin then continues with the following detailed com- 
ment : 


“The detailed scrutiny and check of cash transactions of 
large companies can be performed more economically by 
permanent company employees. Where such a check is pro- 
vided, the accountant will modify his program accordingly. 
Where the internal check and control are necessarily limited 
or severely restricted the examination to be made will be 
more comprehensive in character but no examination should 
be regarded as taking the place of sound measures of internal 
check and control, except in cases where the organization is 
so small as to make adequate internal check impracticable. 
Except in the case of a small business, the cost of a detailed 
audit would be prohibitive, and the problem is to develop a 
general system of examination under which reasonably ade- 
quate safeguards may be secured at a cost that will be with- 
in the limits of a prudent economy. In the large majority 
of cases a detailed audit is not justified and the accountant 
relies on various test-checks of the records. The extent of 
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the examination and of these test-checks is essentially a mat- 
ter of judgment which must be exercised by the accountant, 
based on his experience, on his knowledge of the individual 
situation and on the extent of the internal check and control.” 


It is most obvious that the business community generally is now 
internal-control minded and the auditor who signs the latest short 
form of report should do so with a thorough appreciation of that 
fact. The question has been raised whether the statement, “We 
. . . « have reviewed the system of internal control,” in the ab- 
sence of further comment on the subject, states by inference that 
the auditor has approved of the system of internal control. It 
does not appear, however, that that construction could properly 
be read into the statement. Instead of stating that he approves the 
system, he is saying that he has performed the type of examination 
which he deemed appropriate in the light of the particular system 
of internal control which he reviewed. In this connection, the 
bulletin “Extensions of Auditing Procedure” says, “It is the duty 
of the independent auditor to review the system of internal check 
and accounting control so as to determine the extent to which he 
considers that he is entitled to rely upon it.” It appears quite clear 
that the auditor who signs the approved form of short certificate 
will be considered to have expanded or contracted his program to 
fit the local situation after giving due consideration to the internal 
control operated by the client. That implies definite reliance on 
the internal control. 

All of us know that in many small businesses there is frequently 
no internal control worthy of the name. On the other hand, some 
medium-sized concerns have excellent internal control while some 
large concerns have been known to have very weak controls. I 
am one of those who places great emphasis upon the internal con- 
trol procedure, and I am inclined to approach it with a critical eye. 
Rule one, page one in my book is the point quoted previously from 
the speech of Mr. Werntz: Is the internal control plan “operat- 
ing as it was set up to operate” and is it “in fact producing ac- 
curate and reliable results.” Just as the experienced auditor will 
look behind the books and weigh the facts, so will he look behind 
the professed plan of internal control to see the actual workings 
of the system. 
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Practical Control Essentials 


As stated previously, the booklet “Examination of Financial 
Statements” briefly defines “internal check and control” as “those 
measures and methods adopted within the organization itself to 
safeguard the cash and other assets of the company as well as to 
check the clerical accuracy of the bookkeeping.” 

That definition coincides with my vizualization exactly except 
that I would interpret the phrase “to check the clerical accuracy 
of the bookkeeping” very broadly. In my opinion, there are two 
basic reasons for having an adequate internal check and control: 



























1. To aid in obtaining fairly stated and reliable reports of 
operating results and of condition ; and, 

To reduce the probability of management and employee 
frauds. 


to 


I place them in this order advisedly because I believe this is the 

order of importance, and furthermore I think that in considering 
internal control we are liable to overlook the first objective some- 
what or else play it down in placing undue emphasis upon the 
frauds angle. So, I repeat that I would interpret the accuracy of 
the bookkeeping angle of the definition very broadly. Conceivably 
a concern could have an excellent system of internal controls for 
reducing the possibility of management and employee frauds 
to a minimum, might have a well operated set of books which 
would pass muster as satisfactory accounting procedures capable 
of producing results “in conformity with generally accepted ac- 
counting principles” and yet be woefully weak in the kind of in- 
ternal control that would aid in obtaining fairly stated reports of 
i operations and of condition. 
’ Perhaps it would be well at this point to emphasize the fact that 
n the cost to industry of a financial examination is reduced to a con- 
- siderable extent in proportion to the increased effectiveness of the 
, internal control which the organization under audit possesses. 
/ Consequently, in emphasizing internal control, the outside auditor 
is not attempting to increase his income, but rather doing every- 
thing in his power to obtain the data essential as a basis for an 
informed opinion with a minimum of expense to the client. 
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OBTAINING Fair_y STATED AND RELIABLE RESULTS 


In order to obtain fairly stated and reliable reports of operating 
results and of conditions, three important elements should come in 
for thorough consideration. These are: 


1. The cost system. 
2. Inventories. 
3. Capitalizing procedure. 


These are factors which can change the financial and operating 
results, and therefore they are of major importance in any consid- 
eration of internal control. 


The Cost System 


No industrial concern can have really adequate methods of in- 
ternal control without a modern cost system that is properly appli- 
cable to the problems of the individual company. Therefore, in 
any consideration of internal control the cost system becomes of 
prime importance. It is in order, therefore, to ask what is an 
acceptable cost system and what should be required of it. I believe 
that there are two basic and fundamental requirements which 
every cost system worthy of the name should supply. These are: 


1. Costs must be realistic. 
2. Costs must be both prophetic and historical. 


By the term “realistic” I mean they must be capable of present- 
ing operating information in a manner that will be understood in a 
practical manner by the operating executive. He must be able to 
vizualize the cost results in terms of pounds of raw material, hours 
of labor, hours of utilization of plant capacity and merchandising 
facilities. In other words, they must talk the language of the man 
on the firing line. 

By the term “prophetic and historical” I mean that the costs 
must tell what the product will cost before it is made and what it 
did cost after it has been made. Costs must be prophetic to aid in 
determining sales policies, for example: (1) Can the product be 
sold at a competitive price? (2) Should certain products be sold 
in volume at a figured loss? (3) What territories should be cov- 
ered? These and many other kindred questions which arise con- 


1544 















42 


ng 


n- 


li- 


of 


ve 
ch 








August 1, 1942 N.A.C. A. Bulletin 





stantly in business under high pressure conditions can be answered 
intelligently only by using prophetic costs. 

Costs must be historical to aid in determining manufacturing 
policies. They must show constantly the effects on costs of (1) 
overtime; (2) wage increases; (3) capacity operations; (4) ma- 
terial price advances; (5) defense or war orders—to list some of 
the more common questions that arise daily in the usual plant and 
which can be answered with confidence only by historical costs. 

The problem therefore resolves itself into the question of what 
type of costs will best meet these essential requirements. 


Standard Costs—Fundamental Principles 


In my judgment, only by using a plan of standard costs, will 
these requirements be met in the large majority of industrial plants. 
In fact, I go so far as to say that standard costs lend themselves 
to the problems of every type of manufacturing with the exception 
of job shops. Basically there are five underlying principles in- 
herent in a standard cost system. In effect, the cost accountant 
says to the management, “you tell me— 


What products you expect to make, 

How many units you expect to make, and 

How much you expect them to cost, and I will tell you— 
How these expectations squared with the actual results, 
and 

5. The reasons for any differences.” 


$Y Nm 


Regardless of all other phases of the problem that may be pres- 
ent in any specific instance, these five factors are the fundamentals 
of a standard cost plan. Thus, the standard cost plan co-ordinates 
management thinking with the accounting control. 


Standard Costs—Fundamental Records 


The modern realistic standard cost system requires four funda- 
mental records. These are: 


1. Propuct SpeciricaTions—detail of the material needed 
and of the operations to be performed. 

2. Burpen Bupcets—based on definite production sched- 
ules. 
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3. Stanparp Cost SHeets—for each product by cost ele- 
ments. 

4. Cost VARIANCE AccounTs—to agree with the basic cost 
element divisions on the cost sheet. 


Irrespective of the underbrush that may be present, these are 
the four basic records needed and it will be noted that these four 
records support the five principles mentioned previously. 


Cost Variance Accounts 


The cost variance accounts are the safety valves which keep 
inflation out of inventories in periods of both high and low pro- 
duction. They provide the definite yardsticks for measuring the 
results of all phases of the business. Perhaps no tool of internal 
control is of greater importance to the internal auditor or con- 
troller in the modern corporation than the cost variance accounts. 
They tell him almost at a glance just where the elemental business 
divisions are heading. Moreover, few measuring sticks are avail- 
able to the outside auditor which possess the possibilities for help- 
ing him arrive at an informed opinion on many important factors, 
that are inherent in the cost variance accounts. They can, for ex- 
ample, be of particular value in determining the reasonableness of 
inventory valuations and of additions to capital representing equip- 
ment manufactured by the company. 

But to serve as guideposts to the management in these important 
instances, the standard cost plan must be operated with a full 
appreciation of its control possibilities and not simply as a 
means of tabulsting figures or collecting cost information. There- 
fore, cost standards should be intelligently set and when once 
they have been established they should be changed only when ab- 
solutely necessary to produce results. As an extreme illustration, 
a soundly conceived and intelligently installed standard cost plan 
could provide excellent results if the standards never were 
changed, provided the plan is operated properly and the cost 
variance accounts are working as intended. Passage of time has 
no bearing on whether or not the standards should be changed. 
In practice, however, probably the standards should be changed 
if any of the following four conditions occur : 


1. Material specifications change. 
1546 
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2. Method of manufacturing changes, 
Material costs change substantially and, as far as can be 
determined, permanently, and 

4. Basic wage rates change materially. 

































e It is important to stress the fact, however, that the control fac- 
r tor which is such an important element in a good standard cost 
system is weakened every time any of the standards are changed 
unnecessarily. And in order to keep the standards constantly up 
to date it is simply necessary to apply the cumulative cost variance 
P factor to the standard cost elements at the end of each month. 
In this way the management and controller always know just how 
eC the standards and the actuals compare—a much more realistic 
! result than can ever be had by changing the standards periodically, 
A in the attempt to keep them constantly reflective of current 
: actualities. 





B Inventories 


: The inventory is frequently the largest current asset on the 
, balance sheet and one of the most important elements in arriving 
‘ at the operating results for the year. Inventory prices depend 
largely on the cost system, while the accuracy of quantities leans 
heavily on perpetual controls. Experience indicates that where an 
effective system of perpetual inventories is in use, quantities are 
usually more accurate when taken from the perpetual records 
than when compiled from a physical count. This does not mean 
to de-emphasize the value of periodic physical inventories as a 
part of the internal control. Instead it is intended to point out 
the great importance of using accurate and dependable perpetual 
inventories, with the quantities gn the perpetual inventory records 
checked and sampled periodically against actual quantities, so that 
the entire perpetual inventory can be completely checked against 
physical inventories at least once every year. 


Basic Inventory Controls 


There are three basic inventory controls which every company 
large and small should have. These are: 
1. Practical physical or manual control. 
2. Continuous inventory controlling accounts. 
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3. The best detail records which the circumstances make 
possible. 


While properly laid out and located stockrooms with locked 
doors are nice and should be used where they are practical, they 
are not essential to good inventory control. 

Whether or not a stockroom system is in use, all inventories 
should be delegated to the care of a specific individual and he 
should be held responsible for them. In many plants, inventories 
represent the responsibility of many persons, consequently no one 
looks after them. As a result, wastage is high, quantities run out 
unexpectedly and stock becomes scattered all over the place. It 
is often felt that economical operation makes this procedure nec- 
essary but the usual experience in instances of this sort, and they 
are legion, is that the company is paying the salary of an inventory 
man many times over but it just doesn’t know it. 

Some one person should be given authority over all inventories 
and held responsible for them. Superficially this procedure would 
appear, in the absence of adequate stockrooms, to be delegating 
responsibility without it being possible to delegate compensating 
authority. Regardless of this apparent inconsistency, I believe 
that this manual or physical control is an essential requirement 
of every attempt to inaugurate adequate internal control proce- 
dures. 

The second control requirement is that every company large and 
small should have continuous inventory control accounts in the 
general ledger. One of these control accounts should be operated 
for each basic material classification on the standard cost sheet. 
These controlling accounts would be charged with opening inven- 
tories and purchases and relieved each month with the cost of 
materials put in process or otherwise used. These accounts are not 
usually very difficult to operate and they serve as a highly valuable 
element of material control. 

As a third element of inventory control, I mentioned that each 
company should have the best detailed records available in the 
circumstances. Fundamentally I have the cost accountant’s love 
for a complete system of perpetual inventory records all nicely 
balanced and always up to date. The difficulty is that I seldom see 
this sort of thing in practical use for all inventories in the busi- 
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ake ness. Furthermore, candor compels me ta admit that in many 
instances the attempt to use detailed inventory records has been 
overdone. So I repeat, the attempt should be made to get the best 
ked perpetual detail records which the circumstances warrant, regard- 
hey less of what the book may say on the subject. Also, except in 
very rare instances, these records should indicate quantities only 
ries with no attempt to state values. If the quantities are vader effec- 
he tive control, the values will take care of themselves. 
ries With this three-way type of practical inventory control in 
one operation, and with the perpetual quantities made the subject of 
out continuous check with physical balances, the internal auditor can 
It have reasonable grounds for feeling secure in the accuracy of 
ec- the inventory figures and the independent auditor will be justified 
hey in leaning heavily on this control as a basis for passing an opin- 
ory ion upon the inventory figures determined by the management. 
ies Cost Variances in Inventory Valuation 
uld Elsewhere herein, the effect of the cost system in inventory 
ing valuation has been mentioned. At*this point, elucidation upon two 
ing factors would seem to be in order. First, how should cost vari- 
eve ances be treated? 
ent In my judgment, the inventory of work in process and finished 
ce- goods should always be priced at the lower of actual or standard 
cost. If the actual cost is greater, resulting in cost variance debits, 
ind these should be charged directly to profit and loss. If, on the other 
the hand, the actual costs are lower than the standard costs, the result- 
ted ing cost variance credits should be split between the inventory 
set. and profit and loss, the amount applicable to inventory being set 
en- up as an inventory reserve and the balance being credited directly 
of to profit and loss. This reserve can well be determined as a per- 
not centage by calculating the cost of goods in inventories (work in 
ble process and finished goods only) as contrasted with the total stand- 
ard cost of the entire output for the period. This procedure does 
ch not ball up the cost figures or the accounting procedure and it does 
the reflect the inventories at actual cost regardless of the standard 
ve costs, which is good accounting as well as good conservative busi- 
ely ness practice. 
see A corollary to this cost variance problem is the question of in- 






ventory valuation where a so-called actual cost system is in use. 
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Regardless of what the cost results may show, I believe that the 
costs should be viewed realistically and proper allowances made 
for excessive costs if output has been low and costs are abnormally 
high as a result. There is no justification either in accounting 
or common sense for accepting unreasonable valuations for 
inventory purposes simply because the cost system that happens 
to be in use shows certain results which seem to support them. 


Selling Burden to Inventories 

In periods of expanding inventories the possibility of selling 
burden to inventories becomes an important control problem to 
keep under constant scrutiny. Here again the importance of the 
fundamental cost system procedure comes to the fore. It is not 
enough that the cost system be designed in accordance with good 
theoretical accounting and business practice. It is necessary that 
its workings be watched constantly to make sure that it is in 
fact doing what it is supposed to do. 

Among my fundamental beliefs (which”are many) is included 
one which states that each year’s business should be required to 
properly absorb the expenses of that year. Carried to the ultimate, 
this means that inventories should not be charged with any expense 
which would have been present if the inventories had not been 
produced. This definition would rule out of inventories all costs 
except direct material, direct labor and such direct manufactur- 
ing expenses as were directly the result of producing the inven- 
tories. It would, therefore, rule out all fixed charges as an element 
of inventory valuation, except, for example, taxes and insurance 
on the inventory, also all supervisory and general burden charges 
which would have been present in any event. Perhaps it is not 
feasible to go this far in practice, although I believe it would be 
the sound thing to do, but certainly there is no justification for 
including any burden in inventories higher on the list than the 
salary of the operating works or factory manager. 

With a theoretically correct but too liberal policy of burden 
in¢lusion in inventories, it would be possible in periods of rapid 
physical expansion of inventories to actually sell burden to in- 
ventories which should have been absorbed against sales, resulting 
in inflated profits and inventories which could easily prove em- 
barrassing in the subsequent period of deflation. Certainly there 
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is no logic in adopting the last-in, first-out, or similar methods of 
valuation, designed to keep inventories down against the evil day, 
and at the same time, blithely inflate them by an unsound and 
inflationary policy of burden costing. 

Here again both the internal and independent auditors are 
vitally concerned with methods of internal control which will show 
up the workings of this important element. 


Capitalizing Procedure 


Sometimes companies manufacture a great deal of their own 
equipment. In those cases, cost procedures used as a basis for de- 
termining the charges to the capital account become of major im- 
portance. Sometimes heavy capital expenditures for work per- 
formed within the plant serve as a basis for transferring to the 
capital account, charges which should remain in profit and loss, 
by the convenient. process of loading the cost figures with exces- 
sive labor and burden charges. 

Wherever feasible, predetermined budgets or appropriations 
should be set up for all important capitalization work to be per- 
formed by the plant itself and in all cases the attempt should be 
made to have all capital, maintenance and repair work performed 
only under a satisfactory maintenance control system using writ- 
ten maintenance orders. These controls coupled with the standard 
cost system will be found to provide good control procedure. 

It should be a strict rule that all capitalized work shall be valued 
at the material and labor cost only, with no provision for burden. 
Exceptions to this rule may’exist, but they are so rare as to re- 
quire no consideration of them here. To absorb burden in this 
manner, simply sells burden to future years which should be 
absorbed in the current year. Someone will probably arise at this 
point with the old stock argument that if the company builds a 
machine at a total material, labor and burden cost which is below 
the outside cost of the machine, why shouldn’t the total cost be 
capitalized. The obvious answer is that the company ‘is not en- 
gaged in the machine building business and that the point at issue 
is not how the cost of the machine compares with outside replace- 
ment cost, but how the regular operations of the year may be most 
fairly stated. 
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Statistics as an Element of Control 


Basic statistics should be made an important part of the internal 
control in almost every organization. By the term “basic” I refer 
to such units of cost and income as will provide an overall check 
on operating results independently of the bookkeeping work. Ex- 
cept in those organizations which produce a wide variety of intri- 
cate products, it should be possible for the controller or internal 
auditor to determine the operating picture for the month promptly 
and with considerable accuracy, without waiting for the dollars 
and cents actual results to come from the accounting department. 
With a standard cost system in effective operation, basic cost units 
are always available for all cost elements. Therefore, it is only 
necessary to arrive at the effect of operations, both manufacturing 
and selling, upon these standards, and apply them to the units sold, 
to obtain units of costs as a comparison with units of income. 
Data of this kind make it possible for the controller to keep 
himself and the management informed constantly regarding oper- 
ating progress without waiting for the bookkeeping results. 

Furthermore, units mean much more than do bookkeeping fig- 
ures to the operating executives. These can be realistically visual- 
ized and serve as guide posts to them in their daily work. But 
care should always be taken to make sure that the basic unit results 
for the month are satisfactorily reconciled with the bookkeeping 
results before financial statements are released. 

These basic statistics should also be used to keep the manage- 
ment informed regarding the results of current operations on a 
replacement cost basis. Continuous data of this kind are of par- 
ticular value in those industries where the material cost consti- 
tutes a major part of the total cost of the product. Bookkeeping 
figures are of secondary importance to these concerns in their 
business-getting activities. Their executives must always operate 
with a full knowledge of current replacement cost and this in- 
formation can be effectively had only by using intelligently devel- 
oped basic statistics. 

One of the arguments sometimes advanced by advocates of the 
last-in, first-out method of inventory valuation is that it supplies 
this need. Unquestionably it does help in a period of advancing 
prices, but even this procedure is too slow. Knowledge of replace- 
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ment costs must be had when the sale is being made. As stated 
previously, this can be obtained only from basic statistical data. 


MANAGEMENT AND EMPLOYEE FRAUDS 
Essential Principles 


In any approach to the question of management and employee 
frauds, it is well to remember that two essentials must be present 
in order to make the fraud possible: 


1. How to get the money. 
2. Where to charge it. 


Naturally the independent auditor at the outset of his examina- 
tion must give very definite thought and consideration to a suffi- 
cient study of the work of everyone who has access to funds to 
see whether a proper check is placed on the operations of each 
one. A proper check means that no single individual should handle 
a complete cycle of operations which involve funds or other assets 
which can be converted into funds. But, even with the internal 
check as satisfactory as possible under the circumstances, it is 
frequently feasible for the management or the employee not only 
to get the money but to bury it in various accounts, particularly 

: small companies. Therefore, it is always essential for the 
auditor as part of his approach to the problem of internal check 
to keep these two questions always in mind: Can he get the 
money? Can he bury it in the accounts? 

In recent years the controller has assumed an increasing amount 
of importance, and rightly so, in the modern corporation. This 
increased importance naturally carries increased responsibilities. 
As an illustration of the responsibility which he does carry, con- 
sider the Associated Press dispatch out of New York under date 
of May 17, 1940: 

“The former controller of the $87,000,000 McKesson & 
Robbins Corporation was convicted tonight of violating the 
Securities and Exchange Act by a Federal court jury which 
acquitted two former directors of complicity in the gigantic 
fraud.” 


The controller took the rap. This simply serves to emphasize that 
it is part of the job of the controller to have adequate internal 
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control not only for the protection of the business but for his own Ev 
personal protection as well. It would be well for every controller vacat 
to examine his entire system in the light of this current situation. orga! 
He should remember that the independent auditor’s emphasis serve 
upon adequate internal control is for his protection, for the pro- abset 
tection of his company and as a means of reducing the cost of possi 
auditing service, not, as has sometimes been intimated, for the inter 
purpose of reducing the auditor’s responsibility and making it soun 
possible to perform a less than complete examination. tines 
While on the subject of internal control and the controller, brou 

it might not be out of place to consider internal control and the 
board of directors. Directors can greatly aid in effecting better a ce 
internal control. They can do this by realizing that they have the Thre 
basic responsibility for stating the accounts, by realizing that they catic 
should determine upon the scope of the audit which they desire, men 
engage the auditor and have him report directly to them. Too whic 
many directors in the past have had the habit of coming to direc- unde 
tors’ meetings with a watch in one hand and a time table in the over 
other, staying long enough to collect a fee and then departing with S 
a feeling of a job well done. one 
Auditing the Internal Control mm 
As in the case of the outside auditor, the controller or internal one 
auditor must keep watch to make sure that the system of internal intel 
control is in fact being operated in the manner intended. To this a Vv: 
end, the internal auditor should make periodic examinations of emf 
the clerical and accounting procedures to see that all practices the 
being followed are in line with the most approved procedures and oom 
that sound internal control is not being allowed to go by default. I 
All too often a company will spend a lot of money to determine pre 
the most modern office and accounting procedures and have them ut 
installed, and then consider the job finished. From that moment det 
obsolescence sets in. It arises from two major sources: (1) im- ) 
, : a he of 
provement in mechanical procedures and (2) indifference on the ligt 
part of the operating personnel. Human nature being what it is, 8 
continuation of any procedures can never be assured without peri- wee 
odic check up. Therefore, the controller or internal auditor should thet 
make periodic audits of the internal control procedure an import- z 
n 






ant part of his work schedule. 
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Every executive and office worker should be forced to take a 
vacation each year. This should be a strict requirement of every 
organization. In addition to improving employee morale, vacations 
serve as an excellent media of internal control. All work of the 
absent employee should be kept up to date in his absence with the 
possible exception of routines which have no possible bearing on 
internal control. In this way, knowledge will be had of any un- 
sound procedures which may have crept into the day-to-day rou- 
tines and, if irregularities are being carried along, they will be 
brought to light. 

An employee in the treasurer’s office of a large city had held 
a certain job for many years and would never take a vacation. 
Through a change of administration, he was forced to take a va- 
cation and his work was taken over in his absence by the depart- 
ment head. Almost immediately a large defalcation was discovered 
which had apparently been going on for years but had remained 
undetected because the employee in question had complete control 
over an entire cycle of work. 

Some organizations make a practice of shifting employees from 
one job to another from time to time. While in theory, this pro- 
cedure would seem to result in inefficiency, I incline to the belief 
that it is rather an advantageous practice. It provides more than 
one person with a working knowledge of each job and if done 
intelligently and in accordance with a plan, it certainly furnishes 
a valuable internal check on each employee. If, for example, an 
employee has developed a plan for obtaining funds fraudulently, 
the practice will be immediately broken off when the next per- 
sonnel shift takes place. 

It should be emphasized that adequate internal control for fraud 
prevention purposes requires that a transaction pass through the 
hands of two persons. Obviously this procedure will not of itself 
detect collusion between these two individuals. Although collusion 
of this sort may arise from time to time, it will usually come to 
light, if the “person-check-a-person” plan of control is in effective 
use throughout the office. The frauds to be guarded against par- 
ticularly are those situations in which a highly trusted employee 
or executive has complete control of an entire cycle of work. 
In these circumstances, frauds may go on undetected for years. 
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Charging Off Bad Debts and Inventories 


In many organizations, bad debts and inventory differences 
are charged off in a highly informal manner. This is a grave 
mistake and violates an important internal control principle. 

Bad debts should never be charged off until they have been listed 
in detail on a journal voucher and approved in writing by a major 
executive. 

When a perpetual inventory system is in use, a given number 
of items should be verified daily. If the physical count differs 
from the book record, a request should be made for a recount. 
If the difference still exists, an adjustment voucher should be made 
for the shortage or overage and it should be approved by the con- 
troller or internal auditor before the adjustment is made in the 
book record. Under no circumstances should this procedure be 
departed from. 


Some Fundamental Safeguards 


It may be advisable to emphasize again that one of the most 
effective means of safeguarding against defalcations is the simple 
principle of physically splitting up the work. Possibly because 
this step is so obvious and so easily placed in effect, it is fre- 
quently not given the attention it deserves. Yet experiences with 
the history of management and employee frauds indicate that 
failure to take the obvious and simple safeguards is often respon- 
sible for many of the difficulties. Application of this basic prin- 
ciple is illustrated in the following fundamental procedures which 
exist in every organization. 

INCOMING MAIL AND REMITTANCES: Incoming mail should al- 
ways be opened by a responsible person who handles neither cash 
nor books of account. This person should prepare a list or a tape 
of all checks and other remittances received and deliver it to the 
internal auditor. The checks should be delivered by the mail clerk 
to the collection clerk or department. From there, the checks are 
sent to the person who prepares the deposit, and the appropriate 
posting media are sent to the bookkeeping clerk or department. 
The clerk makes up the deposit, gives the internal auditor a copy 
of the deposit ticket or a tape, and sends the deposit to the bank. 
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Thus the internal auditor has a positive control over funds from 
their receipt until they are deposited and he can check the dupli- 
cate daily deposit slips or tapes against the bank statements if the 
local situation makes this step necessary or advisable. 


Proceeps oF CasH Sates: Under no conditions should the 
proceeds of cash sales be turned over to the person who handles 
the record keeping. This cash should go to the person charged 
with handling cash or making up the deposit, or if the organiza- 
tion is very small, to some one other than the one who keeps the 
records in which the transaction will be recorded. Cash sales 
should always be billed just like all regular charge sales so that 
the transaction will get into the flow of work in the normal way. 


DisBURSEMENT OF Funp: All checks for the disbursement of 
funds should contain signatures of two executives, and neither 
should personally operate any of the records in question. All data 
supporting each disbursement should be furnished to each of these 
executives and there should be no exception to this rule. The 
procedure will not vary whether checks are signed manually or 
mechanically, except that under the latter procedure, the sign- 
ing executive should have strict control over this signature plate. 
Of course, all disbursements other than by check should be made 
from a properly operated imprest fund. 


RECEIPT AND SHIPMENT OF Goops: Wherever possible, receiv- 
ing, storekeeping and shipping should be in charge of separate 
persons. In small organizations it is sometimes necessary for the 
receiver to have charge of certain classes of stores. Where this 
is done, watch should be kept for collusion with vendors or im- 
proper delivery of inventories to a truck that has brought in goods. 
This combination receiver and storekeeper may, if essential, be 
tolerated, but a combination storekeeper and shipper should never 
be permitted. That step would constitute a direct invitation to 
commit fraud. 

When goods are delivered to the shipper, all documents and 
packing data should be delivered to the billing department. In 
this way, all knowledge of what to ship must come to the shipper 
from the billing department and then the shipper must match 
these data with goods delivered to him from the stores or packing 
departments. 
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Under no conditions should billings be made from data sup- 
plied by the shipper. Furthermore, the shipper should not have 
access to the stores of finished goods unless the stores personnel 
are present. Not infrequently the shipper may have to remain 
after hours to make shipments of goods packed at the last minute. 
The stock rooms of finished goods should not be open to him at 
such periods. 


CASES 


Fraud, like the Scriptural poor, is always with us, and only by 
intelligent methods of internal control, applicable in the particu- 
lar circumstances, can it be kept in check. Aimost invariably, 
discovery of fraud brings to light some weakness in the control 
procedure. To illustrate graphically the importance of this point, 
I am including brief descriptions of twelve cases of fraud culled 
from actual experiences. In each case the internal control weak- 
ness is pointed out. These cases, together with the implications 
involved in each one, are well worth the careful study of every 
internal auditor, executive and controller. It may be happening 
in your own organization. 


Case 1—Employee Fraud— 
Faulty Physical Internal Control 


In the office of an insurance company, one employee had charge 
of rental collections which, to a large degree, were received in 
cash. It was also his practice to cash personal checks for other 
employees from such collections. Each night his cash box and 
record of receipts were turned over to the head of the department. 
The next morning, this department head balanced the fund, turn- 
ing over the record to the bookkeeping division and the cash and 
checks to a central deposit division. 

The department head (who balanced the rental collections) 
also received, in the course of his usual duties, checks received by 
mail in payment of interest on policy loans. These he parceled 
out to his staff for entry in the appropriate records, after which 
the checks were delivered directly to the central deposit division. 

This department head also cashed his personal checks with the 
rental collection clerk from time to time and, when they came to 
him for balancing, he took out his own check and substituted one 
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of equal amount which he had received in the mail in payment 




































= of interest on a policy loan. He then withdrew from the files the 

“a duplicate interest notice which served as a follow-up record for 

nel delinquent interest and, endorsed the interest as paid on the policy 

ain loan note. Over a period of years several thousand dollars were 

ite. lost by this manipulation. 

i Exact control over interest collections would have revealed 
this misappropriation, but it was not feasible due to the enormous 





number of notes and the varying interest dates. It would, how- 
by ever, have been a simple matter to have placed the balancing of 
~u- the rental collections in the hands of a person not handling any 
ly, other funds. 


$: Case 2—Management Fraud— 
> Faulty Physical Internal Control 
k- A corporation had checking accounts in two banks from which 
ns withdrawals could be made on the signature of a single officer. 
ry The monthly statements and cancelled checks were mailed to him. 
ng He turned over the checks to the bookkeeping department which 
in turn applied them to the cash disbursements record and re- 
ported back the numbers and amounts of the checks shown to be 
outstanding. The officer then compiled a separate reconciliation 
which was also given to the bookkeeping department. The recon- 
ve ciliation appeared to be in order since the aggregate total of the 
% outstanding checks was confirmed by the list prepared by the 
" bookkeeping department. 
d Actually this officer from time to time drew checks on Bank A 
t. for his own account without knowledge of the bookkeeping de- 
- partment. If he could not make a deposit to cover before the end 
d of the month, it was his practice on the last day of the month to 
draw a check on Bank B and deposit it in Bank A, all without 
) knowledge of the bookkeeping division. Since the check on Bank 
y B was in transit at the end of the month, it did not appear as a 
i charge on the bank’s statement. The “kited” checks and the 
1 checks drawn by the officer for his own use were always carefully 


) destroyed as soon as the cancelled checks were received. 
; If the checks had required two signatures or if the cancelled 
checks had been received by someone not connected with the dis- 
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bursement of funds, the opportunity would never have been 
presented. 


Case 3—Employee Fraud— 
Faulty Physical Internal Control 


A minor official and a sales ledger clerk conspired to defraud 
a company by appropriating cash collections for their own use. 
The procedure was to make a direct credit to the account of the 
customer from whom the remittance was received and a charge 
of the same amount to an account opened with a fictitious customer. 
This action was readily concealed since the ledger clerk also pre- 
pared the monthly statements sent to customers and naturally sent 
none to the dummy customer. The fictitious accounts were later 
charged off to various expense accounts or to bad debts. 

Although the success of this operation depended on collusion, 
it would have been readily detected or made impracticable if the 
monthly statements had been prepared and sent out by some em- 
ployee other than the ledger clerk. 


Case 4—Employee Fraud— 
Faulty Accounting Internal Control 


A corporation owning numerous parcels of real estate delegated 
an employee to collect the rentals. Such amounts as he collected 
were presumed to be turned over to the treasurer’s office. No 
statements were sent to the tenants. 

After a considerable period, it was disclosed that the employee 
was not accounting for all the rentals he collected. It was his 
practice to report certain tenants as delinquent when, actually, 
he had collected the rent ; and by judiciously selecting tenants who 
were not too punctual in their payments, no suspicions were 
aroused. Unfortunately for him, he issued receipts regularly for 
all collections and this led eventually to his undoing. If, however, 
statements had been sent to the tenants by mail or if the receipts 
had been numbered in duplicate series (the duplicate to be turned 
in by the collector) the peculation would have been impractical. 


Case 5—Management Fraud— 
Faulty Accounting Internal Control 


Just before the end of a fiscal year, an official of a corporation 
gave a memorandum to the billing clerk to invoice certain items 


1560 











after 


ploys 
checl 


signi 
the : 


mail 


the ; 
men! 
do s 


dista 
the. 


it w 
ier 1 








aud 
use. 


ge 
ner, 
ore- 
sent 
ater 


ion, 





August 1, 1942 N.A.C. A. Bulletin 








p18. 











to a purported customer, explaining that the merchandise covered 
by the invoice was purchased from an outside vendor and was 
being shipped direct from the vendor to the customer. The official 
asked that the original of the invoice be given to him as he wished 
to send a special letter with it. 

The transaction was fictitious, its aim being to bolster the year’s 
profits, and the original of the.invoice was never sent to the pur- 
ported customer. Early in the next year the official issued a credit 
memorandum which cleared the account from the accounts receiv- 
able ledger by a charge to returns and allowances. 

If the internal control had been such that a periodic verifica- 
tion of customers’ accounts was made by circularizing the custom- 
ers, such an attempt to falsify the accounts would have been dis- 
couraged. 


Case 6—Employee Fraud— 
Faulty Physical and Accounting Internal Control 


The cashier kept the petty cash fund and received cash receipts 
after they had been recorded on the cash book by another em- 
ployee. He was responsible for making out and recording all 
checks for accounts payable and other disbursements. 


Three officers were authorized to sign checks, but only one 
signature was required on a check. The cashier would make out 
the check and take it with the invoice or voucher to one of the 
executives who would sign the check. This check would then be 
mailed in the usual manner. 


The cashier would then draw another check and go through 
the same procedure with a different executive, forge the endorse- 
ment on the second check and cash it, as he could arrange to 
do so. 

This company had a number of salesmen, some of them in 
distant territories. It was the policy for them to draw drafts on 
the company for their weekly expenses, and mail their expense 
reports direct to the company. When the bank received a draft 
it would telephone the cashier to arrange for payment. The cash- 
ier would get two checks signed by two different executives, both © 
payable to the bank. One of those checks was used to settle the 
transaction, the other was held by the cashier. 
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The cashier would then draw his personal check on a different 
bank for the exact amount and cash it. In due course this per- app 
sonal check would come back to the company bank marked “no of ' 
funds”. The bank immediately would telephone the company 



































asking for the cashier inasmuch as he had endorsed his personal Cas 
check with the company name. He would then take the company Fa 
check he was holding to the bank and exchange it for his personal d 
check. hot 
Sometimes the cashier would forge the salesman’s name on this All 
second check and cash it from petty cash. He would charge it to riv, 
some other account so that traveling expense would not appear inv 
excessive. we 
This case shows faulty internal control. Accounts payable rec- cle: 
ords with proper control accounts should have been handled by for 
someone not connected with cash transactions. anc 
his 
Case 7—Management Fraud— wa 
Faulty Physical and Internal Audit Control rec 
The manager of a branch plant in collusion with an official of ane 
a vendor company issued purchase orders for materials, sending ing 
the original to the official with whom he was in collusion and del 
mailing the duplicate to the centralized purchasing department 
at the home office. The vendors’ invoices were mailed direct to no 
the branch plant, approved by the manager, and forwarded to the ha 
home office where they were compared with the duplicate pur- 
chase order, and verified for mathematical accuracy. The signa- Ca 
ture of the branch manager was accepted for quantity, quality and fa 
price. No goods were delivered and the proceeds were divided | 
by the vendor’s culprit and the manager. A proper receiving sys- ter 
tem and sound internal audit procedure would have made this ca! 
fraud difficult to enact. ne: 
Case 8—Employee Fraud— ya 
Faulty Physical Internal Control 
The accountant in a jewelry store who was related to the de 
management, bought goods in the store and had them charged ‘as 
to his personal account. Periodically he prepared journal entries th 
crediting accounts receivable with the amount of his bill and ra 









charging various expense accounts. At the same time he destroyed 
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rent his ledger card. Thousands of dollars of merchandise were thus 

per- appropriated. This is a simple case of centralizing complete cycles 

“no of work in a single person. 

any 

onal Case 9—Employee Fraud— 

any Faulty Physical Internal Control 

nal A receiving clerk was also responsible for the storage ware- 
house and for delivering goods to the manufacturing departments. 

this All merchandise involved was bulky and was weighed upon ar- 

t to rival at the plant. When the waste percentages kept climbing an 

ear investigation brought out the fact that automatic weight tickets 
were not obtained from the scale. It developed that the receiving 

"ec- clerk made weight tickets (all serially numbered) in triplicate, 

by forwarding one to the vendor, one to the purchasing department 
and retained one for his files. The vendor attached the ticket to 
his bill which was mailed direct to the company where comparison 
was made with the duplicate which had been forwarded by the 
receiving clerk. If these records checked, the bill was approved 

of and paid direct to the vendor, who at a later date gave the receiv- 

ing ing clerk the agreed upon percentage on goods which were never 

nd delivered. 

ent Approximately $50,000 was involved in this fraud which could 

to not have happened if the receiving work and the warehouse work 

the had been in separate hands. 

vi Case 10—Employee Fraud— 

nd Faulty Physical Internal Control 

ed An internal auditor who functioned as office manager, coun- 

is tersigned all checks. He had invoices printed, some of which 

us carried the names of vendors with whom the company did busi- 
ness, while some of the names used were purely fictitious. He 
would periodically make out invoices for merchandise which would 
not arouse suspicion. These invoices would:be initialed and other- 
wise approved by this auditor by forging the initials of receiving 

r department clerks and of others when necessary. These approved 

“ invoices were given to the accounts payable clerk who recorded 

d them in the usual manner and when they were due for payment 

4 would make out checks, attaching the invoices, and give the in- 
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voices and checks to the auditor. The auditor would then initial 
the invoices as being approved for payment and would counter- 
sign the checks. He would do this to all disbursements for the 
day. The office boy then took the countersigned checks and their 
invoices to the treasurer for signature, and then returned them 
to the auditor. 

The auditor then appropriated those which were illegitimate 
and converted them into cash. 

The defalcation was eventually discovered by analyzing repair 
accounts for tax purposes. In this case three faults in the internal 
control were factors (1) inadequate control over incoming mail, 
(2) inadequate receiving system, (3) inadequate delegation of 
approval and distribution work on vendors’ invoices. 


Case 11—Management Fraud— 
Faulty Internal Audit Procedure 


A manufacturer advanced funds to a vendor who supplied an 
important commodity, accepting accounts receivable as collateral, 
under a formal assignment agreement which authorized the com- 
pany to have an auditor periodically inspect the accounts of the 
borrower. The borrower retained cash paid to him by some cus- 
tomers and when their accounts which were assigned became past 
due, new accounts and supporting shipping documents were sub- 
stituted. Although many of the accounts were legitimate, about 
half of the accounts and the current supporting shipping docu- 
ments were fakes. Not until the situation had become very serious 
and a large amount of money was involved, did the company have 
an audit made which discovered the condition. Elementary inter- 
nal audit control would have made this situation impossible. Then, 
facing a loss, the loaning company morally compromised itself 
by telling others making inquiry about the borrowing company 
that it was good for merchandise requirements and that experi- 
ence with the account, had been satisfactory. This was done in 
the hope that various companies would sell the borrowing company 
and by assisting it with credit, thus enable the loaning company 
to collect its account. This phase illustrates the difficulties and 
ramifications which can develop from a situation which ordinary 
approved internal audit routine would have made impossible. 
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Case 12—Employee Fraud— 
Faulty Physical Internal Control 


A corporation required two signatures on all checks (1) the 
president or treasurer and (2) the assistant treasurer who was 
also the chief accountant. This chief accountant personally oper- 
ated the general ledger. Because of many interests, both the presi- 
dent and the treasurer were absent frequently and for consider- 
able periods of time. The assistant treasurer, who was an old 
and trusted employee, was, as a result, the chief financial man, and 
this enabled him to evolve and carry out the following plan for 
fraudulently obtaining substantial sums of money over a period of 
several years: 

He would pick an occasion when the treasurer was absent 
and the president was about to leave for a trip. At the last min- 
ute he would go to the president’s office with a list of items that 
would probably need to be paid in the president’s absence but on 
which sufficient detail was not available to make possible the 
drawing of definite checks. The president would then sign the 
required number of checks in blank. By using this plan with 
judicious infrequency and by holding out a few signed blank 
checks each time, the assistant treasurer was able to acquire an 
inventory of signed checks which he could convert into cash at 
any time that he could determine upon (1) a safe place to charge 
the disbursement in the accounts and (2) some name or title 
(payroll, cash fund, etc.) to use in drawing the check. Some 
highly ingenious thinking was done in this connection. 

Two glaring internal control weaknesses were present, (1) the 
chief executive signed checks in blank and (2) the chief account- 
ant had personal direct charge of both the cash and the accounting 
work. 


Conclusion 


Some one has said that “eternal vigilance is the price of free- 
dom” and certainly this principle applies to the internal control 
problem. And it is a problem that is ever present with both the 
public and private accountant. Without acceptable methods of 
internal control in operation, the internal auditor or controller 
cannot hope to have adequate confidence in the work for which he 
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is responsible and the independent auditor cannot be thoroughly 
satisfied with the data upon which he must rely to express an 
informed opinion. 

The interests of all members of the profession, both public 
practitioners and private accountants, are mutual in this impor- 
tant battle to spread the gospel of adequate internal control. 





